A VIRAL MARKET UPDATE:
LEARNING DURING A CRISIS



- Days of Innocence

My start of the year update on markets



The Price of Risk
I

o When you invest in fixed income securities (bonds), your
compensation takes the form of a default spread, i.e., what
you charge over the riskfree rate to invest in that bond.

0 When you invest in equities, the payoff to taking risk comes in
the form of an equity risk premium, i.e., the premium you
demand over and above the risk free rate for investing in
equities as an asset class.

0 The default spread is a function of what investors believe is
the likelihood that borrowers will fail to make their
contractually obligated payments, and it will rise and fall with
the economy. The equity risk premium is a more complex
number and | think of it as the receptacle for everything in
the market.



The Default Spread at the start of 2020
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A Forward-looking Estimate on January 1, 2020



Damage Assessment: May 1, 2020




Macro Review: Equity Indices
1



Macro Review: US Treasuries
I



Macro Review: Corporate Bonds
N



Macro Review: Oil & Copper
1
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Macro Review: Gold & Bitcoin
I
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Global Equities: By Region
N

12



Global Equities: By Sector
N
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Global Equities: Industry Winners & Losers
N
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- Back to Basics

Value Drivers



A Framework for assessing value effects: Index
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1. Earnings Growth
N

0 Earnings Growth: Even at this early stage in this crisis, it is clear that
the virus is having an effect on corporate operations. With some
companies like hotels and airlines, the effect that the virus has had
on global travel has clearly had an effect on revenues and
operations. With others, it is concerns about supply chains. The
follow up question then becomes one of specifics:

o Drop in 2020 Earnings: This is the number that will reflect how you see
Corona Virus affect the collective earnings on stocks in 2020. This will
include not only earnings declines caused by lower revenues growth at
companies like United Airlines, but also the earnings decline caused by
higher costs faced by companies due to virus related problems (supply
chain breakdowns). The wider the swathe of companies

o Drop in long term Earnings: In previous crises, where consumers and
workers stayed home, either for health reasons or because of fear, the
business that was lost as a result of the peril was made up for, when it
passed. It is important that we ask this question, because this effect will
dominate, when it comes to trying to explain value.
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Earnings Growth Effects
N
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2. Cash Return

0 In 2019, the companies in the S&P 500 returned 92.33%
of their earnings to investors in dividends and buybacks,
a reflection not only of how much their cash flows were
that year but also how confident they were in their
capacity to generate cash flows in the future.

o That high number reflects not only the cash that many US
companies had on hand, but a confidence that they could

maintain earnings and continue to pay out cash flows.

0 To the extent that this confidences is shaken by the virus,
you may see a pull back in this number to perhaps
something closer to the 85.24% that is the average for
the last decade.

19



3. Equity Risk Premiums

0 The required return on stocks will be impacted, with one
of the effects being explicit and visible in markets, in the
form of the US treasury bond rate and the other being
implicit, taking the form of an equity risk premium.

0 If investors become more risk averse, they will demand a
higher ERP, though as the fear factor fades, this number

will fall back as well, but perhaps not to what it was prior
to the crisis.

0 The fact that the equity risk premium is already at the
higher end of the historical norms, at about 5.50% on
February 25, 2020, does indicate limits, but there could

be a short-term jump in the number, at least until there
IS less uncertainty.
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What now? Valuing the Index on March 13,

2020
T
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With individual stocks, there is uncertainty...

0 Historical data may be recent, but it is already dated: The most recent financial
statements are only a few weeks ago but the revenues and earnings numbers
reported in those recent financial statements seem almost useless, a reflection of
a different economic setting. The same can be said about equity risk premiums
and default spreads.

0 This year will deliver bad news: There is almost no doubt that 2020 will be a bad
year for all companies, with the key questions being how much of a drop in
revenues companies will see this year and how this will translate into earnings
shocks.

0 Survival has become a central question: The magnitude of the shock to corporate
bottom lines and the speed with which it has happened will put companies at risk,
leaving debt-burdened and young companies exposed to default and distress.

0 The post-virus economy will be different from the pre-crisis version: Every major
crisis creates changes in business environment, regulations and business models
that reshapes the economy and resets competitive games, setting the stage for
new winners and losers.
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The Virus Effect: A Picture
I
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And the dark side beckons...

o if your concept of valuation is downloading last year's
financials for a company into a spread sheet and then using
historical growth rates, with some mean reversion thrown in,
to forecast future numbers, you are probably feeling lost right
now, and with good reason.

0 Itis also not a time to wring our hands, complain that there is

too much uncertainty and argue that the fundamentals don't
matter.

o If you do so, you will be drawn to the dark side of investing, where
fundamentals don't matter (paradigm shifts, anyone?), new pricing
metrics get invented and you are at the mercy of mood and
momentum.

0 lronically, it is precisely at times like these that you need to go
back to basics.
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The Basics of Value
I
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A Post-Corona Version
]
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Bond Market Default Spreads: The COVID crisis
4 |
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ERP: The COVID crisis
I
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Country Risk Premiums: Resetting the base

numbers
B
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ERP : April 1, 2020

Aswath Damodaran

Red: ERP on 4/1/20
Green: ERP on 1/1/20






